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A T A X ACCOUNTANT'S VIEW
OF T H E OIL A N D G A S
T A X SHELTER

Anthony P. Spohr
Manager, San Jose Office
Presented at a seminar
sponsored by Sutro & Co.,
San Jose-April 1974

We have an energy crisis because oil and gas and other fuels are in short
supply. The consensus seems to be that the shortage is above the ground, not
beneath it. The nation, then, is faced with two crucial objectives: (1) it must
locate the oil, and (2) it must get it out of the ground.
This may appear to be a simplistic recital of the problem, but it is precisely
this clear-cut difficulty that faces us now and that to some extent has been a
problem for many years. The solution to this simple problem is also simple.
All it takes is money—and in the petroleum business quite a lot of it. With
enough money, the oil could no doubt be located and extracted to provide a
most adequate supply. So it all boils down to financing or the lack of it. Since
the oil crisis is of national, not to say international proportions, the raising of
money to meet this crisis is a national objective.
WHY T A X SHELTERS?
Paradoxically, we can raise money to accomplish our national purposes in
one of two ways—either we can levy taxes to raise the required funds or we
can decide not to levy them. The government could, of course, levy
sufficiently high taxes on all of us so that it could directly subsidize the
country's efforts to locate energy and get it out of the ground. Since this
approach smacks of socialism and other "isms" not consistent with the great
American theme, not levying taxes has always been the preferred method of
raising funds.
How can we raise money by not levying taxes? The answer, of course, lies
in every man's desire to invest his money in things that provide the greatest
cash yield. Who does not prefer 9-percent bonds of good quality over
6-percent bonds, for example? The former yield more than the latter—or do
they? If tax is not levied against the 6-percent bond, we can rather easily
induce a taxpayer in the 50-percent tax bracket to invest in the 6s instead of
the 9s. After taxes, the 9-percent bond yields 4 ½ percent to the 50-percentbracket taxpayer. Now the untaxed 6s look very attractive. It is precisely
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through not taxing that revenues required by state and local governments
have been generated for many years. Massive revenue sharing could
accomplish the same result through stepped-up tax programs, but, again,
revenue sharing seems somehow un-American.
This philosophy of nontaxation to accomplish national ends has been with
us for quite some time and is, of course, the nuts and bolts of so-called
tax-sheltered investments. Just as special deductions for investors in cattlefeeding operations have been an effective way of keeping meat prices from
going completely out of sight, special tax concessions are made to investors in
low-income housing to promote the flow of money into this critical area.
Traditionally, investments in ventures exploring for and developing oil and
gas have also been blessed with preferential tax treatment.
A CHANGE IN PHILOSOPHY
In recent years, as a result of appeals to close so-called tax-shelter
loopholes, the trend appears to be away from the "no-tax method" of
attaining national goals. The most significant attempt was in 1969 when
Congress passed the minimum-tax measures as part of the Tax Reform Act.
Certain items of income and deductions associated with tax shelters were
dubbed "tax-preference items" and became subject to a special additional
10-percent tax. Long-term capital gains, percentage depletion, certain
accelerated depreciation methods and other items became subject to this
special tax. Although the law provided for liberal exemptions from the tax, it
began a trend toward a reversal in thinking as to oil and gas and other
tax-sheltered investments. The tax-sheltered investment must now make
business and economic sense first, and tax considerations, as we shall see,
must take a back seat for the prudent investor.
The plight of cattle-feeding tax-shelter programs is the latest vivid
demonstration of this. The usual routine was for the investor in need of a tax
deduction at year end to invest in a cattle-feeding limited partnership in
December. The cash-basis partnership would use his investment to purchase
feed for the following year, and the investor would get the deduction
currently for the amount expended. However, there came a time when the
district director in Los Angeles began disallowing this deduction unless it
could be demonstrated that:
1. The prepayment for feed was not merely a deposit.
2. There was some business purpose, e.g., current lower prices.
3. The payment did not cause a material distortion in income.
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This third requirement just about spells doom for cattle-feeding tax shelters,
since the whole idea behind them is to distort income by providing a large
deduction this year and deferring the income until some later year.
It is interesting to note that after the district director in Los Angeles began
using this approach, the National Office of the Internal Revenue Service
announced that it would publish a revenue ruling embodying precisely these
three requirements for deductions for prepaid feed. But before the ruling
could be published, taxpayers prevailed on a District Court in Oklahoma to
issue an injunction prohibiting the IRS from publishing this ruling. This
proved to be a short-lived taxpayer victory, however, because in the spring of
1974 the Court of Appeals reversed the District Court's decision, leaving the
IRS free to publish its ruling. Further complicating this area of cattle feeding,
the Eighth Circuit, in Mann v. U.S., decided that prepaid feed deduction was
perfectly legitimate. Suffice it to say that an investment in a cattle-feeding
operation motivated by tax considerations alone is precarious at best at this
point, and little assurance can be given as to the ultimate tax consequences.
It should be clear by now that a tax-sheltered investment must make
economic sense first. The days of the nontaxing philosophy as a means of
promoting public good may be numbered, and those who were dazzled by the
tax benefits of a particular investment may end up holding the bag. The
energy crisis may keep tax benefits from oil and gas investments alive, at least
as long as the crisis persists. Donald Alexander, the Commissioner of Internal
Revenue, in announcing a general crackdown on tax shelters and other
"loopholes," declared that the IRS was not interested in attacking the
legitimate oil and gas operation. He indicated that the IRS certainly did not
want to contribute to the energy crisis in any way.
BENEFITS F R O M OIL A N D GAS INVESTMENT
The primary tax benefit from oil and gas investment is the ability to take a
deduction for a substantial part of the investment in the year it is made. A l l
so-called intangible drilling and development costs incurred on behalf of an
investor in an oil-drilling program (usually a limited partner) are deductible in
his personal tax return. This deduction is not considered a tax-preference
item and therefore is not subject to the additional 10-percent tax. There
appear to be no current legislative proposals that would require it to be
considered a tax-preference item. This is particularly important, since the
demise of the liberal exemptions from the special 10-percent tax appears to
be imminent.
On April 30, 1973 the administration made a proposal regarding intangible
drilling and development costs which to date has seen no legislative action but
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which has thrown a scare into many people. A taxpayer's deduction for
intangible drilling and development costs in connection with a dry hole would
be allowed only in the taxable year in which the well is abandoned. A
taxpayer's deduction for the intangible drilling and development costs of a
successful well would be allowed only to the extent that he has income from
oil and gas properties. Allowance of a deduction only when a well is
abandoned or when income is realized is a far cry from the current law
allowing a deduction as soon as the money is spent.
The other tax advantage traditionally enjoyed by oil and gas investors is
the famous (or infamous) percentage-depletion deduction. Under current law,
22 percent of the taxpayer's share of gross income from oil and gas can be
received tax free. Not only can he deduct most of his investment in one year,
but when the oil is discovered he gets 22 percent off the top tax free and
continues to get this deduction year after year, if production continues, long
after the original investment has been recouped. Unlike intangible drilling and
development costs, the percentage-depletion deduction is considered to be a
tax-preference item, so the taxpayer could be subject to this additional
10-percent tax on the amount of the tax preference if he exceeded the
exemption. Incidentally, the preference tax exemption is equal to the regular
tax plus $30,000, so that if the regular tax was $35,000, the taxpayer would
not begin to pay the 10-percent tax on tax-preference items until their total
exceeded $65,000 in any one year. It is likely that this exemption will be
thoroughly scaled down in the near future.
The whole problem of the 10-percent tax on percentage depletion may be
academic before too long. In the spring of 1974 the House Ways and Means
Committee decided to eliminate the depletion allowance altogether within
three years. Under their plan the 22-percent allowance would be cut to 15
percent on January 1, 1975, to 8 percent a year later and would be
eliminated on January 1, 1977. Wilbur Mills maintains that, with the current
higher prices, the petroleum producers do not need this special tax writeoff
any longer. It would seem that, since the Committee approved this
proposition by a vote of eighteen to seven and since the administration has
been calling for some measure to prevent oil companies from making
exceptionally great profits during the energy crisis, elimination of percentage
depletion is very probable.
Even if the percentage-depletion deduction is eliminated, oil and gas
investors continue to enjoy a tax benefit other tax-shelter investors do not
enjoy. Assuming that he can find a buyer, an investor in oil and gas can sell
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his interest and pay tax at capital-gains rates on the entire gain. Real-estate
investors, on the other hand, are subject to special recapture rules so that,
upon disposing of their interests, all or some of the gain is subject to tax at
ordinary rates.
Oil and gas investments provide some rather unusual opportunities for tax
planning. An old favorite is making a gift of the taxpayer's interest to his
children after he has taken the intangible drilling and development deduction
but before he begins to realize taxable income. Since the fair market value of
the interest is usually rather low at this time, the transfer usually does not
generate very high gift taxes. The result is that when and if the wells produce,
the tax is paid by the low-bracket children or trusts established for them
rather than by the taxpayer in a high tax bracket. With the depletion
allowance apparently on its way out, this gift technique may become more
popular than ever and should be examined by a potential investor.
Another technique with very interesting possibilities, which continues to
provide tax benefits in spite of stepped-up programs to eliminate tax benefits
in this area, is the charitable contribution of an interest in an oil and gas
program after the taxpayer has taken the deduction for intangible drilling and
development costs. This can actually result in a double deduction.
• Example: Suppose that Taxpayer invests $20,000 in a highly leveraged
program so that he is able to deduct $20,000 on his personal income tax
return, and shortly thereafter it is determined that his interest has a fair
market value of $10,000, based on petroleum discoveries. If Taxpayer
donated his interest to charity at that point he would be entitled to a
$10,000 charitable deduction. This would mean that in the year of his
investment he deducted $20,000 for intangible drilling and development and
$10,000 as charitable contributions, or total deductions of $30,000 for a
$20,000 investment. If Taxpayer is in the 70-percent federal tax bracket and
the 11-percent state tax bracket, his effective tax rate is something like 75
percent. The $30,000 deduction saves him $22,500 in taxes, which is not too
bad, considering that he only invested $20,000 in the first place.
CONCLUSION
In the final analysis, we must recognize that the tax aspects of oil and gas
investments are fraught with uncertainties, especially in the depletionallowance area. Moreover, it may not be too long before the intangible
drilling and development costs go the way of the prepaid-feed deduction. We
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may take some comfort from Donald Alexander's remarks regarding the IRS
attitude toward legitimate petroleum operations. However, it is the writer's
advice that an oil and gas investment be looked at as would any other
investment. If it makes economic sense without considering tax implications,
any tax benefits ultimately realized are just so much gravy.
•

